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KEY POINTS:

* We believe the debate at the FCC over the future of UNE-P has surpassed the
broadband debate in intensity and near-term importance for the telecom
sector, &s the Bells have been thnrown on the defensive due to line losses to
rivals.

*+ We believe that the Bells (SBC, BLS, VI, Q) will have a difficult time
convincing regulators to gquickly eliminate the rights of local ‘competitors to
lease out Bell networks (UNE-P) at deep discounts. This is problematic for
all the Bells but, in our view, is particularly problematic for SBC as its
lack of long-distance progress in the Ameritech region makes it more
vulperable tc UNE-FP competitors. The Bells could gain some immediate relief
in business markets [as well as some relief toward deregulating their
broadband offerings in separate proceedings), but we doubt the FCC will
eliminate UNE-P in residential markets in the near term.

* We believe the Commission is likely to establish a sunset or triggers for
phasing cut UNE-P. While the details of such rules are far from settled, we
+hink the result will give key UNE-P providers, WorldCom (WCGEQ} and ATET
{Ty, time to continue to change the facts on the ground. The more they win
new local customers, the more they increase the potential for a backlash if
the phase-cut dismantles the main platform for residential competition.

+ Even if the FCC scraps or pares back UNE-F, many state regulators would
likely try to retain it. Also, all decisions would be subject to court
challenge that could take years to resclve, with the courts likely to
maintain the legal status guo in the meantime.

* While the Bells will not gain immediate regulateory relief, we believe that
through bundling and other marketing efferts, they can significantly reduce
the negative impact of UNE-P competition.

* We believe another potentialqhightmare for the Bells would be if cable
begins using UNE-P to accelerate its budding cable telephony offerings.

As we noted when WorldCom announced its "Neighborhood" plan, the intensified
efforts by WorldCom (WCOEQ) and AT&T (T) to compete using the Bell

Unbundled Network Elements Platform (UNE-P) has dramatically raised the
stakes of the FCC unbundling policy debates. (See our April 23 note WCOM/MCI
Bundled Phone Cffer Challenges Rivals and Regulators.) The most recent Bell
qgartez;y reports suggest that the impact of UNE-P is quickly growing. (For a
discussion of the economics cf UNE-P, see the report by our colleagues Daniel
Zito and Brad Wilson, Cautiocus Long-Distance Qutlook, June 27, 2002. For a
étate-by-sta;gogNE pricing and sensitivity study, see attachment to.VZ:
ocmments on Weakness, August 21, 2002, b i

Balhoff and Christopher. C, Kgng.) y our collegues Michael J.

The impact of UNE-P has caused the Regiocnal Bell Operating Companies

‘SBC, BLS, Q. V2) to shift their priorities in seeking regulatory relief.
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beern tc gain deregulaticon of thelir

Wrnile the core Bell policy thrust ha
rroadband services, recent events sucgest the Bells have ramped up their
lobbying efforts to cripple the apility ¢f competitors te use UNE-F <c gain

market share in the traditicnal voice market.

gcme in the Bell camp have predicted the FCC will act teo eliminate UNE-P in

s flash cut. FCC acticn on UNE-P is still months &way (prebebly 4-F months;
put our current view is that prediction is likely to prove largely inaccurate
in the near term, particularly concerning the availability of UNE-P in
residential markets. This note outlines some of the dynamics affecting the
resolution of the UNE-P debate.

Background on UNE-P. UNE-F offers competitors an opportunity to use

=11 the UNEs at discounted "TELRIC" (Total Element Long Run Incremental Cost)
rates and to add further value-added services on top of the platform.
According to an industry estimate building on a FCC survey of incumbent local
exchange carriers (ILECs), of the 20-plus million lines won by long-distance
companies (IXCs) and other local competitors (CLECs) as of June 2002, about
7.7 million are UNE-P based. It is the fastest growing method of competitive
entry. In 2001, according to FCC data, more than 60% of the CLEC line growth
was due tc UNE-P, about twice the rate in 2000. T and WCOEQ are capturing
most of the UNE-P line growth but cther ccmpanies are responsible for about

43% of UNE-P lines.

Reascone for Increase in UNE-F Competition. While UNE-P has keen available

for seome time, its use has ramped up significantly over the last year. In our
view, this is due to two critical developments. First, numerous states have
1owered wholesale UNE-P rates. Second, the Bells have achieved sufficient
long-distance entry tc give the IXCs the ingcentive to more aggressively use
UNE-P to protect their existing markets.

Differing lmpact on the Bells. UNE-P has had a differing impact on each of
+ne Bells, affecting SBC and BLS more negatively in the last gquarter than VZ.
mhe reascn for this difference, in our view, is that VZ's relative lead in
gaining long-distance entry (with 74% of its lines already eligible) has
given it the ability to bundle local and long distance in more states,
providing a stronger defense against competition. As a measure of the value
¢f long distance cofferings in combating UNE-F competiticen, we note that SBC
estimates that where it offers long distance, it doubles its winback rates.
We also think that VZ's intensified strategy of bundling their landline voice
services with wireless and Internet access services will provide an even
scronger defense against UNE-FP competitors. -

hoge 4

We surmise that BLS will have greater success in stemming the tide of UNE-P
line loss once it gains the right to offer lcng distance services in more
states. It currently has applications pending in 5 of the remaining 7 states
where it cannot offer such services. An FCC decision on these 5 is due in
mic-September and we believe the prospects for approval are good.

In light of UNE-P competition, SBC's problems in advancing its Sec. 271
long-distance applications bgcome more impartant to SBC's financial picture.
This is particularly true in the Ameritech region and California. SBC has a
large window of vulnerability in the Ameritech regicn where state regulators
have been aggressive in providing incentives for UNE-P competition, but SBC
has not made significant progress with the testing and verification required
for Sec. 271 approval. In California, SBC has better prospects, as it hopes
to send the FCC its long-distance application in September. Given the TELRIC
price cuts just announced by the state PUC and California's size, we expect a
major push by T te sign up custcomers befere SBC gets approval to offer long
distance services,

Q¢ has some vulnerability to UNE-P, due to its lack of long-distance
approval, but we expect Q to gain approval to offer long distance services in
& number o§ states in the next several months. While Q's states are not the
highest priority states for the UNE-P based competitors, we note that UNE-P
competition has attracted more than 5% market share in Iowa, N

orth
South Dakota, and Wyoming. ' th pakota,
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- The Sells' Attack on UNE-F. The Bells have twWO basic strategies for

- attacking the viability of UNE-P. First, they can challenge the TELRICZ

- discounts at both the federal and state levels in an effort to raise UNE-P

- rates and squeeze their competitors' margins. Verizon recently took this tact
at the FCC through a letter by its General Counsel suggesting ways the agency
could "clarify" TELRIC, all ir ways that weculd have the affect of raising the

i price for competitcrs. We expect the cther Bell comparies to jcin this

» effort. The Bells are alsc likely tc chzllenge individual state UNE pricing

- decisions in regulatory proceedings and in court. For example, SBC has

- ziready filed a petition te raise TEILRIC rates in OH and we have heard they

” are considering filing a petition to do the same in Illinecis, thouagh they are
waiting until after the November election, in which three of the five members

~ f the State PUC could change. The Bells are also contemplating filing suic

. challenging some of the states' TELRIC decisions as an unconstitutional

- taking.

™ Second, as part of the FCC's "Triennial Review” proceding, the Bells hope
to convince the FCC to remove certain elements, most notably switching, from

n the UNE list. Such a decision would not only raise the cost of providing
services tnrough UNE-P, it alsc would make UNE-P impractical for the consumer

- market due to the difficulty ¢f seamlessly migrating tens of thousands of

- lines from the ILEC's to the competitor's switches. We note that as offering

- unbundled switching is specifically listed as one of the reguirements fer

] gaining long-distance entry, the legal burden of eliminating the requirement
is likely to be higher. .

n While the Republican majority at the Commission wants to move in a
deregulatory direction, we do not believe that majority has yet decided how

= that impulse should be channeled in revising the UNE rules. The staff is
evaluating the effects of UNEs in various markets, and that analysis,
particularly regarding the impact of UNE-P on investment in facilities, could

- swing any of the commissioners in different directions. (The review is at an
early stage as the staff is currently immersed in evaluating 17 pending Sec.

n 271 applications.) But some of the dynamics affecting the UNE-P policy
process are already apparent.

" FCC Direction: Set Out Path for Gradual Elimination of UNE-P. We

- believe that the FCC is likely to view UNE-P as a transitional vehicle to
more facilities-based competition. We also believe that the Commission views

- the D.C. Circuit's May 24 USTA v. FCC ruling on UNEs favoring the ILECs, as

& ‘ subjecting any decision to eliminate an element on a national basis to a
material legal risk. In that light, we believe the Commission is likely to

] ;iew its job in the Triennial Review not as deciding whether tc keep or
eliminate UNE~-P, but rather to set forth the right balance of incentives and

] market signals for creating a glide path from UNE-F to facilities-based
competition.

= Transiticnal Tcools: Sunsets and Triggers. There are two basic ways the

- Commission could act. First, it can eliminate UNE-P at a date certain (a

"cunset™). While that approadh provides the most market certainty, it is
X legally vulnerable. Critics could attack an FCC projection of future market
conditions as not reflecting the reguirement that competitors' should be able
to gain access to network elements without which their ability te compete

=
) would be "impaired."” One way to mitigate the legal risk is to provide a
s rsoft” sunset in which the date merely creates a presumptlion that the FCC
would act to eliminate UNE-P. While such a rule is more defensible, it
o provides less certainty to the market and the companies, effectively delaying
: the ultimate debate for another day; a day, it is worth noting, in which the
composition of the Commission and the market structure of the telecom
s industry could be very different.
1 {continued...)
First Call Corporation, a Thomson Financial company.
» ElLl rights reserved. B68E.558.2500
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The second method is to provide "triggers® by which the Commission would
L measure whether access to switcthing, or the UNE-F platform, iz no longer
needed. These could include ccmpetitive metrics, such a&s a market share lcss,
- or technical prereguisites to a healthy unreculated wholesale market, such as
B electronic loop provisioning. Triggers would be stronger legally but would
-~ retain markeéiuncertainty about the long-term prospects of UNE~P. Further,
- there is a gistion as teo whether the federal or state regulators would have
the task of doing the fact finding on the triggers, a decision that c¢ould
- further impact the timing of when and whether the trigger is actually pulled.
. Another way of transitioning away from UNE-P is to continue to reguire the
= Bells to provide access to the platform but to no longer reguire TELRIC
, pricing. Rather, the price could be set by the states as a tariff that would
- have to be "just and reasonable.” While this would probably increase the cost
to competitors, it would likely invelve lengthy litigation and regulatory
- delay.
- We believe the debate over UNE-P will ultimately move to a debate about
- this transition. In such a debate, just like the legislative and regulatory

. debate over the l4-point checklist for Bell long-distance entry, details are

- critical. Also, just as with the legislative and subsequent regulatory fights
over Sectien 271, the significance of the details is both a market structure

- issue {that is, how will the market lock when the transition is over) and a
timing issue (that is, how long will it take fer the sunset to occur or the
trigger to take affect.) The Bells will be arguing for fast, certain and

- limited transitional elements; thelr opponents will argue for the opposite.
The critical point, from our perspective, is that adoption of sunsets or

= triggers will not end the debate; rather, just as with Section 271, it
changes thagdebate but inevitably leads tc a longer time period before a

n ma¥erial chinge in the current status.

Eliminating UNE-P Quickly: The Bells have some hope. The Bells still
have some hope of either eliminating or quickly transiticning away from UNE-

-
P. This is particularly true regarding switching for business offerings.

= First, we note that the analysis for using UNE-P to serve business and
residential customers is different. We believe the FCC is more sympathetic to
the Bell's case for paring back unbundled switching in business markets, as

- competitors have installed numerous switches to serve such customers. Such

. installations call into gquestion whether new entrants’' ability to compete in

= pusiness markets would be impaired without unbundled switching. We think the
FCC generally wants to cut back on the use of UNE-P for business customers.

= It could rule, for example, that the current exemption of unbundled switching

for customers with four or more lines should apply in all markets, and not

- just the top 50. An alternative approach would be to have a trade-off between
the number of lines and the market size, such as an exemption for the smaller
markets (i.e., markets 50 thgough 100} where the line count was greater

= (i.e., 12 lines or higher.} A key political issue here is whether small
business advocacy groups, which generally do not engage in telecom policy

- debates, will fight any further restrictions on the use of UNE-P.

Regarding UNE-P generally, FCC Chairman Michael Powell and other key

policymakers have expressed a preference for facilities-based competition.

- Some 9ff1c1als believe that UNE-P does not really provide sustainable, new

- benef1t§ to consumers and therefore should eventually be eliminated. The

. Bells glll use thelr.depressed stock prices and earnings to argue that the
economics of UNE-P will cripple the last remaining strong players in the
telgcog sector, ILECs, and thereby threaten network investment and

] reliability. Market trends toward the end of the decision-making process
could affec; the details of the transition that the FCC ultimately chooses.

s “he Bells will also benefit from the reduced political firepower of the
IXC/CLE; sector. With WorldCom and others under enormous financial

- constraints, the competitors' ability to utilize a battalion of lawyers,

|
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lobbyists and economistis to shepe the debate 1s reduced. Mcrecgver, sime In
the telecom manufacturing community anc Silicon Valley are likely to
Bells in pushing for regulatery relief as they fear maintenance cf =t
quo will exacerbate the cuts in telecom capital spending. Finally, ¢
might be successful in some c¢f the court challenges to the specific state
rate settings.

But a guick kill cf UNE-P is en uphiil fbattle. In additicn tc havang

to make persugsive policy arguments, the Bells will have t¢c overCOme & number
of political hurdles to succeed.

The Bells can't win everything and broadband relief is easier politically
than eliminating UNE-P in & flesh cut. The FCC has teed up numerous telecom
rulemakings but at their core, they will address two fundamental 1issues: how
ro regulate the current Bell network to enable telephony competiticn and how
to reéulate the Bell network as it offers broadband. While these issues raise
many separate policy decisions, and while we believe the Bells are likely to
improve their position as a result of the proceedings, it is a basic rule of
Washington that no one wins everything. We think it unlikely that the Bells
will get what they want on both broad sets of issues. For a number of
reascns, we think it is easier for the FCC to grant the Bells relief on
breadband than UNE-P. Given the precedents, radically changing the UNE rules
now would be more disruptive than clarifying broadband rules. Chairman Powell
welcomed the Supreme Court's May decision in the TELRIC case by saying it was
good because it finally gave some certainty to the pricing issues. While
every chairman has an opportunity to change the direction of FCC policy, it
would be improbable for Mr. Powell to change direction on some of the FCC's
core current policies, given his view on the value of certainty. Further,
even if the FCC did adopt- new rules for implementing TELRIC, it is unlikely
the FCC would require all states to immediately redoc their existing rates.
Just as important, it is easier to provide the Bells relief for investments
in networks for new, broadband services than to grant them relief in a way
that immediately raises competitors’ costs to the point at which they would
have to drop their voice services cr dramatically raise prices for millicns
of customers. An FCC move to scrap UNE-P in a flash cut could spark a
consumer and political backlash -- and the potential force of such a backlash
is growing. By adding hundreds of thousands of new local customers (and
possibly millions by the time of a decision), the latest WorldCom and ATET
local cffensives are changing the facts on the ground and increasing the

risks for the Commission.

Moreover, broadband regulation was not as fully debated at the time of the
Act. Therefore, in combination with the fact that cable is winning the
majority of broadband connections, there is more sympathy for the Bells
position on deregulating investments in new services. Certain changes, such
as deregulating access to remote terminals, faces limited political
opposition as sc few CLECs are actually seeking such access. This is not to
suggest that the Bells will easily win everything they seek in the broadband
proceedings. There are a numder of issues, such &s the impact on universal
service, that are causing great concern at the agency and on Capitol Hill.
Nonetheless, we think it will be generally easier for the Commission to grant
some relief for the Bells in how they invest in the broadband networks of
tomorrow than give relief that eliminates existing consumer choices today.
Even if the Bells win at the federal level, they will have a difficult time
prevailing in the states. If the Bells succeed at the FCC in changing TELRIC
or eliminating unbundled switching, we believe it is likely that they will
meet stiff resistance in the states, particularly those states that have seen
significant market penetration through UNE-P. A number of state regulators
have already suggested that they view the FCC decisions regarding what
constitutes a UNE as essentially advisory. If the FCC eliminates UNE
regui;ements, many state commissions believe they have a right to retain
exlftlng UNE rules under prior state regulatory orders or state law. Many
staufskhave implemented unbundling as part of a price-cap/alternative~
;ngfz;;020§ :gétssgz states are going to pe reluctan; ;o eliminate the

y see as the cnly serious competition benefiting Bell
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ccnsumers. Wnile the Bells woulcd like the FZC tc preempt the states, the
Bells cwn positicn on states' ricghis in the early dave cf the implementet:ion
of the Act gives the FCC plenty ¢f political ceover for not intervening.

Further, Republicans generally zre more reluctant to preempt the states. The
FCC has recently taken action, such as in the Customer Proprietary Netwerk
Infcrmation {CPNI) proceeding, tc explicitly welcome state modificatiorn of
22 rules. Any effort by Chalrman Powell t¢ preempt state agtion is likely =¢

cause & hegative reaction by some who are generally suppertive of him,

We zlsc note an FCC move to pzre back UNE-P reguirements would be subject

tc immediate legal challenge from the states and local competitors. OfF
course, the Bells could alsc challenge an FCC decisicn that they believe dees
not go far encugh. Either way, however, we believe both the FCC and the
Courts are i1ikely to favor maintaining the status quo to avoid market
disruptions until the case is definitively resoclved, which could take two or
three years.

Attacking UNE-P changes the principal Bell message of deregulating

kroadbanc. For the last several years, the Bells have been trying to have
the:r broadband investments deregulated, principally through the Tauzin-
Cingell legislation, which passed the House but has stalled in the Senate. By
focusing on advocating for new rules for new investments, they sent a message
to government officials that deregulating competitors' access to the current
telepnone network, while welcome, was of a lesser priority. While the Bells
see no policy contradiction in asking for both broadband relief and UNE-P, in
terms of their political message, the Bells' intensified drumbeat on UNE-P
adjusts their message in a way that we believe inevitably makes it less

effective.

~“he UNE-P debate forces the regulators to cenfront how they will

stimulate competition and the Bells to confront how they want to be treated.
The UNE-P debate is particularly important, as the decisions will shape both
market structure and investment incentives for all telecom players.

The debate forces regulators to confront whether they are willing to wait

for full, inter-modal competition or feel the need to generate a greater
competitive dynamic now. The great hope of regulators is that cable and
wireless will fully compete some day with the wired phone network eliminating
the need for much regulation. While cable modem service and wireless have
affected the provision of non-primary residential phone lines, they have not
vet affected primary residential lines in a way that we believe would cause
regulaters to conclude that regulation 1 no longer necessary. Moreover,
given the current capital constraints c¢n cable and on the non-Bell-affiliated
wireless companies, the regulators have tc gquestion how long it will be
before full facilities-based competition is available.

(continued. ..}
irst Call Corporation, a Thomson Financial company.
A1l rights reserved. 8B8.558.2500
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The debate forces the Bells to confrent how they want to be treated. The
~ Bells want to be dgregulated, preferably wi;hou: having to face any
- sigrificant competition for theor crimary line service. We believe such &
- goal, however, is unrealistic. We dao nct think they will be successful on
™~ e-ther the federal cr state level in advocating for deregulation withcut
. primary line competiticn. 1Z the Bells are successful in eliminating UNE-F,
bl we think it will mean continued retail regulation at the state level, which
will alsc have the affect of distorting investment incentives Zor the Bells.
= For example, one alternative is for the Eells to accept the UNE-based
- competiticn and then challenge the state retail regulation. Certainly the
) gells could argue that if the wholesale rules are working well, there is no
= need for retail regulaticen. This approach was adopted by VZ in New York
where, in effect, VI received a 52 month increase in residential phone rates
= in exchange for TELRIC rate decreases. For the Bells, this tactic at least
- has the merits of keeping & significant percentage cf the revenue in the Bell
- network. While we don't believe the Bells will adept this approach, we note
it to suggest that the critical guestion is not whether the Bells' core
m telephone network will be deregulated -- it is how it will be regulated until
facilities-based competition for its primary lines spreads more broadly, and
m then what will the Bell revenue stream loock like when that happens.
we note that while UNE-F does in the short term hurt Bell
— economics, in the long term, the Bells do have significant defenses against
- such competiticn. As noted above, VI, the leading Bell in long-distance
- entry, has already proven it can stop the tide of UNE-P line encroachment. We
= believe VZ's intensified efforts to sell bundles will help even more. We
+hink the cther Bells are likely to follow VZ's lead in using bundles as a
- defense to UNE-P. (For a review of the Bell advantages in Bundling see our
-
=
-
-
-
=i

The Battle of the Bundles, June 2002.)

In this regard,

repcrt,

The Bells' real nightmare - cable using UNE-P to ramp up. Ed Whitacre,

CEC of SBC, said that AT&T and WorldCom were "abusing™ UNE~P because they had
no intention of building their own facilities. We note that while UNE-P is no
doubt having a negative impact on the Bells, it would be far more damaging
for the Bells if a facilities-based competitor, most nectably cable companies,
vsed UNE-P to attract a sufficient number of customers to Justify the
incremental investments in their own networks, to build up their back coffice
systems and marketing while generating revenues, and then to migrate the
customers entirely off the Bell netwerk. While we have no indication that
anyone in the cable industry is contemplating such a strategy, (though SBC
has asked the FCC to prohibit the merged Comcast/ AT&T Broadband cable
company from using UNE-P) and we believe any such move by cable could set off
a heightened political battle in which the Bells would receive greater
deregulation, we note that UNE-P presents a way for cable companies to ramp
up their telephony business in a more capital-efficient manner while being
consistent with the ultimaté‘goal of facilities-based competiticon. We also

-t
B rnote that in the long-run, the continued growth of wireless and data will
= take an increasing share of telecom revenues.
. Summary
=
- Rdditional Information Available Upcn Reguest.
investment Rating: B-Buy, H-Hcld, $-Sell
=i Risk Rating: 1l-Low, Z2-Average, 3-High
- Legg Mascon Wood Walker Inc. or an affiliate has received compensation for
- investment banking services from SBC Communications within the last 12
- Togtbs. Legg Mason ﬂccd Walker Inc. or an affiliate has received compensation
- +0T investment banking services from Verizon Communicatiocns, Inc. within the
last 12 months. Legg Mason Wood Walker, Inc. or an affiliate expects to
-
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receive Or intends to seek compensation for investment banking services Irecm
Verizon Communications, Inc., in the next 3 months. Legg Mason Wood Walker,
Inc. or an affiliate exXpects to receive ¢or intends tc seek compensation fcx
' investment banking services from Qwest Communicatiens Int'l., Inc. in the
next 3 months.
The information contained herein has been prepared from sources believed
relizble but is nect guaranteed by us and is not a ccmplete summary cr
statement of all available data, nor is it considered an offer to buy or sell
any securities referred to herein. Cpinions expressed are subject to change
without notice and do not take intc account the particular investment
chbiectives, financial situation or needs of individual investors. No
investments oI services mentioned are available in the turcopean Economic Area
' +c private customers or to anyone in Canada cther than a Designated
institution. Legg Mason Wood Walker, Inc. is a multidisciplined financial
‘ services firm that regularly seeks investment banking assignments and
compensation from issuers for services including, but not limited ta, acting
as an underwriter in an cffering or financial advisor in a merger or
acquisition, or serving as a placement agent for private transactions. Legg
Mason Wood Walker Inc.'s research analysts receive compensation that is based
upon (among other factors) lLegg Mason Wood Walker Inc.'s overall investment
banking revenues. Qur investment rating system is three tiered, defined as
follows: BUY - We expect this stock to outperform the 5&P 500 by more than
10% over the next 12 months. For higher-yielding equities such as REITs and
Utilities, we expect a total return in excess of 12% over the next 1Z months.
HOLD - We expect this stock to perform within 10% (plus or minus) of the Sg&P
500 over the next 12 months. A Held rating is also used for theose higher-
yielding securities where we are comfortable with the safety of the dividend,
but believe that upside in the share price is limited. SELL - We expect this
stock to underperform the 8&P 500 by mere than 10% over the next 12 months
and believe the stock couwld decline in valuye. We also use a Risk rating for
each security. The Risk ratings are Low, Rverage, and High and are based
primarily on the strength of the balance sheet and the predictability of
earnings. Copyright 2002 Legg Mason Wood Walker, Inc.
First Call Corporation, a Thomson Financial company.
Bll rights reserved. B888.558.2500
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